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Modified Statements Giving Effect to 
Proposed Financing 


By Homer N. SWerr 


Investment banking houses purchase 
new issues of industrial bonds and stocks 
and offer them for sale mainly on the 
strength of the representations of finan- 
cial condition and earning capacity. It 
is customary for bankers to offer the se- 
curities for sale before the bonds or stock 
certificates have been delivered or even 
issued; hence, the phrase ‘‘ when, as and 
if issued.” Nor does the corporation re- 
veive funds for the securities until after 
the offering to the public. Yet a state- 
ment of financial condition to be enlight- 
ening to prospective purchasers, must 
exhibit the assets, liabilities and capital 
accounts as they will appear after con- 
summation of the Various transactions 
incident to the financing. A balance 
sheet as of a prior date, adjusted to give 
effect to proposed financing yet to be con- 
summated, is called a modified balance 
sheet. 

Modified balance sheets are given wide 
circulation and publicity. The banking 
house which organizes the syndicate 
shows them to other houses through 
which wholesale lots of the securities may 
be sold. They are reproduced in the 
bankers’ circulars or prospectuses and 
are distributed by mail to hundreds and 
thousands of their customers. Salesmen 
of the banking houses will show the bal- 
ance sheets to prospective purchasers of 
the securities. The balance sheets are 
filed with the authorities who administer 
blue sky laws in various states. Finan- 
cial advertisements in the newspapers 
mention the amounts of net assets and 


net current assets derived from the modi- 
fied balance sheets. 

No greater responsibility devolves 
upon the public accountant in any branch 
of this work than that which attends the 
certifying of modified balance sheets. A 
material error in a modified statement 
certified by a public accountant would 
reflect seriously upon his reputation, not 
to mention the possible legal conse- 
quences of his negligence. The account- 
ant should take every prudent precau- 
tion, within the legitimate scope of his 
work, to save his clients, the bankers 
and himself from making inadvertent 
misrepresentations of fact. 

Bankers for their own _ protection 
usually insist on having certified state- 
ments as a condition of their buying in- 
dustrial bonds or stocks for sale to their 
customers. Industrial issues are seldom 
offered without mention in the advertise- 
ments and circulars that the accounts 
and statements have been certified by 
independent auditors. When large syn- 
dicates are‘ organized, many of the par- 
ticipants will join without making exten- 
sive investigation into the finances of the 
corporation and will depend chiefly upon 
the reports of the accountants and ap- 
praisers. The accountant is, therefore, 
regarded as in a responsible relation to 
members of the syndicate as well as to 
the ultimate buyers of the securities, 
although his employment is by the 
corporation. 

What has been said about a modified 
balance sheet applies with equal force to 











a statement of earnings which the ac- 
countant may be called upon to certify. 
Usually the accountant is asked to certify 
the earnings as well as the balance sheet. 

Bankers often look to the accountant 
for correct information about details 
of the modifications that have been 
effected in the balance sheet and details 
of income, depreciation, interest, divi- 
dends, etc. The bankers need this in- 
formation to answer the questions that 
are likely to be asked by customers and 
other inquirers. 


Conditions Precedent to Certification of 
Modified Balance Sheet 

Notwithstanding the wide circulation 
of certified balance sheets and income 
figures as representations in the offering 
of industrial securities and the onerous 
responsibility which the accountant as- 
sumes in certifying to those statements, 
the technical books and journals furnish 
little guidance to the practical accoun- 
tant concerning the principles and pitfalls 
of this important branch of accountancy. 
The only formulation of principles re- 
lating to modified balance sheets of which 
the writer is aware is in the report of a 
special committee of the American In- 
stitute of Accountants which was pub- 
lished at pages 168 and 169 in the year 
book for 1923. That report is instructive 
and the recommendations in it should be 
observed carefully by public accountants. 
The accountant may properly certify to 
a modified balance sheet, according to 
the recommendations of that committee, 
under certain conditions. In abbreviated 
language those conditions are: 


1. That the subsequent transac- 


tions shall be the subject of 
agreement between responsible 
parties. 

That the subsequent transac- 
tions shall be scheduled to take 
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place reasonably soon, say within 
four months, after the date of the 
balance sheet. 

3. That the accountant shall have 
satisfied himself that no other 
transaction or development has 
occurred to affect adversely the 
company’s financial condition. 

4. That the character of the trans- 
actions to which effect is given 
shall be clearly disclosed on the 
statement. 

5. That the accountant shall have 
satisfied himself that the pro- 
ceeds of the financing can and 
will be applied in the manner 
disclosed on the statement. 

To the above conditions the writer 
believes there should be added three 
more: 

a. That certification of a modified 
balance sheet must be predicated 
upon a thorough audit of the en- 
tire balance sheet. 

b. That effect must be given in the 
modified balance sheet to all the 
contemplated transactions, not 
excluding any, that may affect 
the equities of the investors. 

c. That the accountant shall have 
satisfied himself that no repre- 
sentation at variance with the 
facts he has verified is to appear 
in the circular. 

With this declaration of general prin- 
ciples in mind, we can profitably proceed 
to discuss their applications. 

The classes of transactions to which 
effect is given in a modified balance sheet 
are: issuance of securities, application of 
proceeds from securities, revaluation of 
fixed assets, assumption of liabilities and 
disposition of discount and bond pre- 
miums. 


Issuance of Securities 
The agreement between the bankers 
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and the corporation is the authority on 
which the accountant can rely for many 
of these facts: 


Amount and description of securities 
to be authorized and issued. 

Essential terms to be embodied in new 
bond indenture or capital stock pro- 
visions. 

Definitions of current assets. 

Amendments to be embodied in exist- 
ing bond indenture or capital stock 
provisions. 

Properties to be mortgaged or released 
from prior mortgage or pledge. 

Voting trusts for control of stocks 
owned in subsidiary companies. 

Price to be paid by bankers to the cor- 
poration for the securities. 

Commission, if any, to be paid to the 
bankers for their services apart from 
the price to be paid for the securities. 

Liability for fees of appraisers, accoun- 
tants and lawyers. 

Stock to be reserved for warrants. 

Options for later purchases of addi- 
tional stock or bonds. 

Basis of immediate conversion or ex- 
change of securities. 

Basis of future conversion privileges. 

Arrangement for distribution of stock 
dividends. 

Arrangement for creation of surplus by 
reduction of capital stock. 

Arrangement for creation of special 
surplus by write-up in valuation of 
properties. 

Application of proceeds from sale of 
securities. 


Any of the above may have a bearing 
on captions and amounts in the balance 
sheet. Each provision in the agreement 
between the corporation and the bankers 
must be carefully studied to ascertain 
whether it has any relation to the balance 
sheet. Some of the less obvious applica- 
tions may well be considered here. 
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The contract may provide for the 
authorization of a larger amount of bonds 
than are to be presently issued and the 
interest rate on the future issues may be 
left open for determination at the time 
of issue. If the amount of authorized 
bonds is mentioned in the balance sheet, 
the explanations must be so phrased that 
the interest rate on the current issue will 
not be made to apply to the entire 
amount authorized. 


If current assets are defined, the classi- 
fication of current assets in the modified 
balance sheet should correspond with 
that definition, provided it does not vio- 
late sound accounting principles. The 
amount of net current assets mentioned 
in the circular should not, without notice, 
be inconsistent with the definition of cur- 
rent assets which is to be written into the 
indenture. When there are subsidiary or 
affiliated companies, careful considera- 
tion must be given to the question 
whether a consolidated balance sheet or 
a partially consolidated balance sheet or 
a balance sheet not consolidated is the 
best representation of financial condition, 
as far as current assets are concerned, for 
the purposes of a particular offering of 
securities. Determination of the proper 
form of the balance sheet must be judged 
largely on the proposed terms of the in- 
denture and the representations to be 
made in the circular. 


Amendments to be embodied in exist- 
ing bond indentures or capital stock pro- 
visions may necessitate revision of the 
descriptions of those securities as they 
have appeared on previous balance 
sheets of the company. 


Careful attention should be given to 
any provisions about mortgaging of prop- 
erties and release of properties from 
prior mortgage or pledge. These provi- 
sions may affect notations of hypotheca- 
tions on the face of the balance sheet. 




















The accountant should check his record 
of hypothecations against the list of 
properties to be brought under the 
By this comparison he may 
detect inconsistencies between his tenta- 
tive balance sheet and proposed state 
ments in the draft of the circular. 


mortgage. 


If the first mortgage covers only fixed 
assets of the parent company and there 
are large holdings of real property by 
subsidiary or affiliated companies, a bal- 
ance sheet which consolidates the fixed 
assets of all the companies may be mis- 
leading to a purchaser of the bonds 
unless suitable explanation be made on 
the balance sheet or in the circular. 

If stocks owned by a parent company 
in subsidiary companies are placed in a 
voting trust to insure control by a special 
committee in lieu of a direct lien on the 
stocks or assets of the subsidiaries, that 
fact should be noted on the balance sheet. 

Proposed distribution of stock divi- 
dends should be given effect in the 
capital and surplus accounts. Any pro- 
posal to declare stock dividends out of 
unrealized surplus created by writing up 
asset accounts should receive thorough 
investigation on the part of the accoun- 
tant. Unless he can determine for him- 
self that integrity of enhanced value in 
the asset account is fully demonstrated 
he may be justified in withholding his 
certification of the balance sheet. In any 
event, there should be a disclosure in the 
preamble of the balance sheet of the 
source of any unrealized surplus purport- 
ing to be available for distribution in 
stock dividends. 

The agreement may specify the terms 
of conversion or exchange of securities. 
Guided by those specifications, the ac- 
countant should make appropriate ad- 
justments in the balance sheet. 

If the balance sheet is to be set up on 
the assumption of the exercise of an 
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option which has not lapsed, that fact 
should be disclosed on the balance sheet. 

If the company has any of its own 
shares or bonds in the treasury which by 
agreement are to be reserved for warrants 
or options, appropriate explanation 
thereof should be written against the 
item of “treasury securities.” Notice 
may properly be written on the balance 
sheet of the fact that authorized shares 
unissued are, by agreement, to be re 
served for warrants or options. 


No Par Stock 


The issue of common stock without pat 
value invariably gives rise totwoaccount- 
ing questions: first, does the issue con- 
stitute a capitalization of any existing 
surplus and, second, is any part of the 
consideration received by the corporation 
legally available for future dividends? It 
is important that the accountant should 
obtain the written opinion of the counsel 
in the case regarding these two ques- 
tions; otherwise the explanations and 
possibly the amounts in the capital sec 
tion of the balance sheet may not be 
accurately presented. | When preferred 
stock is offered, the capital section of the 
balance sheet should not represent as free 
surplus any amount which in fact is not 
available for dividends. 

The latitude which a corporation has 
in distributing surplus from capital pro 
ceeds depends upon the laws of the state 
in which the company is incorporated. 
To the accountant one of the most illu- 
minating articles which has been written 
on this subject is that on “‘ Capitalization 
of Corporations Issuing Shares without 
Par Value,’ which appeared in the 
American Bar Association Journal for 
June, 1925. The author of the article is 
William D. Mitchell. As our firm has 
clients in all the states whose statutes he 
reviews, it will be of interest to our 


Continued on page 25) 
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Midsummer in the Tropics 


By E. Roy KittREDGE 


\long in July, friend wife and I thought 
it would be nice to take a vacation, so | 
arranged it and we started at home one 
Monday morning with a game of tennis, 
after which the telephone rang and I 
learned that my vacation was all over 
and I would sail for the tropics the follow- 
ing week to be gone 
two months, which 
| did. The 
thing [ remember 
I was ona boat two 
days out of New 
York 
Santiago, Cuba, 
and | 
my dinner, and 
Captain Thompson 
telling us it 
was only a 
erate 


Was 


next 


bound for 


was losing 


was 

mod- 
and | 
wondering 
what else I'd 
if we had a hurri- 
cane. 

New York to 
Santiago on a ship 
of the United Fruit 
Company's Great 
White Fleet. Hard- 
lv more than a ship 
a day in sight. 
Many pleasant 
chats with Captain Thompson and other 
ship’s officers. Excellent quarters and 
excellent food and Ford Maddox Ford’s 
* Reminiscences of Conrad” to read when 
not studying pursers’ accounts or talking 
with the Captain about control of his 
expenses through reports rendered by the 
accounting department. This giving 
ships’ masters reports of what the ships 
are doing is one of the many worth-while 


sea, 


k Se 








Morro Castre, SANTIAGO, CUBA 


changes initiated by Mr. since 


Cutter 
he became president of the company. 


Part of my job was to impress upon 
ships’ masters his requirement that these 
reports be used. Saw a water spout, a 
slender vase of water reaching to the 
clouds. The chief engineer said the naval 

ships shoot them 
to break them up. 
Speaking of chief 
engineers, | never 
knew before that 
William McFee, 
the writer, 
chief engineer on a 
Fruit Company 
ship. Learned what 
an ideal traveling 
companion Sterling 


Was 


was to be. He is 
assistant comptrol- 
ler of the Fruit 


Company, and we 
made the trip to- 
gether. Water the 
lightest blue, like 
light blue fountain 
pen ink, and sudsy 
white near the ship. 
Moonlit nights, 
mild and silent ex- 
cept for the throb 
of the engines. 

Up at 5:30 and out on the bridge with 
the Captain coming into Santiago harbor 
through the very. narrow channel under 
the ruins of Morro Castle. First the cas- 
tle all alone on the edge of the channel 
backed by ridges of low mountains 
beautifully aged with soft shades of pink, 
blue and green—with subterranean pas- 
sages for boats. Then little houses and 
huts here and there, on knolls near the 











water's edge- tile and thatched roofs and 
adobe walls of soft Occasional 
tropical trees like the palm, but other- 


wise slopes like at home. Then Santiago's 


colors. 


pink and red roofs sloping up from the 
innermost point of the harbor; the pin- 
nacles of a cathedral, built in 1500 and 
something, standing out at the top. 


Impossible to get to Preston until late 
at night so we stopped overnight at San- 
tiago. Lunched with Captain Thomp- 
son, Harty, manager of Banes division, 
and Senor Abascal, the Fruit Company’s 
Santiago agent. Introduced to alligator 
pears, mangoes, Motored in the 
afternoon to San Juan Hill and other 
battle grounds and back through resi- 
dential parts of the city. Everywhere 
Spanish architecture, with lots of color 
and iron grill work—except huts with 
thatched roofs out in the hills. Along 
the way black and near-black children 
often without anything to shield them 
from the world. 


etc. 


Over night at the Hotel Casa Granda. 
You've mirrors, at amusement 
parks, that stretch things out to an un- 
natural height; my room was like a re- 
flection in one of those mirrors, extremely 
tall doors and windows as well as walls. 
The bed a brass affair so tall that | 
couldn’t begin to reach the top. Must 
have been sold by the vertical foot. Ex- 
cept for the furniture the room was mere- 
ly a big bathroom—tiled floor and mop- 
boards and an open drain in the wall 
under the windows at floor level. 


seen 


Santiago was to me beautiful, for one 
day—but like dilapidated stage scenery, 
with some new sets here and _ there- 
Americanized Spain with some Cuban 
lassitude thrown in. Streets excellent in 


spots and gone to unbelievable ruin in 
other spots—barely wide enough for two 
to pass, with the blindest corners you 
ever saw, and filled with automobiles, 
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donkeys, two-wheel carts, urchins, dogs 
and men and women togged out in up-to- 
date American clothes. The town square, 
in front of the hotel, is a blaze of light 
and noise in the evening with everybody 
promenading. If you were blindfolded 
and dropped there vou’d swear you were 
in Coney Island. 


Preston, Cuba——said to be the largest 
administration sugar plantation in the 
world—56,000 acres of growing cane- 
200 miles of standard gauge railroad 
through this cane—6,000 to 18,000 em- 
ployees, according to the season—a large 
hospital, department store, sugar grind- 
ing mill, locomotive and machine shops 
alcohol manufacturing plant and every- 
thing necessary to maintain the com- 
munity. During the cutting season 
Haitians are imported by the thousands 
to harvest the cane and when the season 
is over they are. shipped back to Haiti. 
The town entirely Fruit Company prop 
erty. 

The manager was away and we were 
entertained by the assistant manager, 
Mr. Trinler. My job at all places was to 
study accounting methods to suggest 
ways of economy and efficiency and to 
discuss the use of accounting information 
with managers. Sterling was on an in- 
spection tour with a similar purpose, and 
we went everywhere together. What we 
did at Preston is typical. Friday after- 
noon at the assistant manager’s office, 
the department store and hospital. Sat- 
urday all day at the headquarters of the 
superintendent of agriculture, fifteen 
miles out in the plantation, through the 
shops, commissary, etc., and at a farm 
overseer’s office and the office of a dis- 
trict superintendent—all the time study- 
ing operating, administrative and ac- 
counting methods. Sunday through the 
sugar mill in the forenoon and over the 
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golf course in the afternoon, with some 
clubs and plenty of golf balls and a few 
alibis. Monday forenoon with the super- 
intendent of railroads at his office and 
through the locomotive and car shops, 
and in the afternoon through the ma- 
terials and the 
chemica! alcohol 
plant. 
office all day. 


storehouse, 
laboratory and_ the 
Tuesday at the accountant’s 
Wednesday to the rock 


supplies 
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Banes is a Cuban 
town and the Fruit Company’s village is 


partly colono cane. 


a part of but distinct from it. We went 
over from Preston by rail on a motor car. 
Harty, division manager, met us at the 
station and took us to his house, where 
we stayed. After lunch (breakfast it is 
called there) we started on our rounds, 
the same as at Preston only more so. By 
automobile, railroad motor car, launch, 





Porto, BANES, CUBA 


crusher and lime kiln in the morning and 
to the laundry and carpenter shop in the 
afternoon, and at the accountant’s office 
in between. Thursday at the guest house 
all forenoon writing letters, putting notes 
in shape, studying accounting reports, 
etc., and by launch and horseback in the 
afternoon on an outing across the bay 
with the assistant manager, the superin- 
tendent of agriculture, the chief account- 
ant and other heads of departments. 


Every evening with one or more heads of 
departments until ten or eleven o'clock. 

Banes, Cuba—an adjoining sugar divi- 
sion about the same size as Preston but 





horseback, Ford, and on foot we blazed 
away at it for a week and the sun blazed 
away at us. 

The Fruit Company’s village quite 
different from Preston—older and more 
settled, with more trees and gardens, 
beautiful grass tennis courts and a polo 
field. Harty is very fond of polo, plays 
a good game and encourages all his men 
to learn it. We went to the usual Sunday 
afternoon match and then, as is custom- 
ary there, trooped over to Harty’s house 
for refreshments with all the spectators 
and players. Played tennis one after- 
noon, climbed an old Spanish light-house, 
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visited a sugar mill owned by E. Atkins 
and Company to see the grinding (both 
Preston and Banes had finished grind- 
ing), etc. Up at 3 A. M. Thursday, Au- 
gust 13th, and off for Santiago to take 
the boat there for Kingston, Jamaica. 
Jamaica first banana division. 
Visited the largest of the Fruit Com- 


our 


pany’s plantations, spent nearly a week 
traveling over the island and were a week 
at Kingston. Delayed there several days 


Myrtie BANK 
waiting for a ship to Puerto Barrios, 
Guatemala. Stopped at the Myrtle 
Bank, the Fruit Company’s hotel, while 
at Kingston. Started out on Monday 
morning with Kieffer, division manager, 
for a tour of the island in his car. Went 
with him half way around the island and 
then were picked up by Archer, assistant 
accountant, who took us the rest of the 
way. All along the route visited agents 
and outports where bananas are shipped. 
Returned to Kingston Friday. 

You would never doubt that you were 


English possession. Excellent 


in an 
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and the island 


roads all over the island 
with beautiful 
stone walls and hedges lining them most 
of the way. Most of the island apparent- 
ly under cultivation, principally bananas; 


is very mountainous 


considerable areas devoted to cattle rais- 
ing. Every indication of English colonial 
civilization for many years back. Hardly 
a trace of the Spanish left except in 
names of places and in old buildings and 
like Spanish 


settlements Town. In 





KINGSTON, 


JAMAICA 


Kingston comfortable old rubber tired 
with pleasantly toned 
Along the 
roads processions of Jamaican mammies 
with loads on their heads. 
Guatemala—the first of three divisions 
we visited where the Fruit Company 
grows bananas on a huge scale. The ac- 
counting department of this division is 
at Puerto Barrios and we spent the first 
day there. The following day we were 
met up the line by Bennett, the manager, 
went through parts of the plantations 


carriages for hire 


gongs and jogging horses. 


Continued on page 21 
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Federal Tax Notes 


By E. E. WAKEFIELD 


rhe period since June 2, 1924, the date 
of approval of the Revenue Act of 1924, 
has passed without any important 
amendment of the Act with 
tinctly less agitation for amendments 
than at other times after the enactment 
of a new law. During the period there 
the 
accumulating 


and dis- 


usual slow 


court 


has been process of 
which 
define and crystallize the law of federal 
taxes and the usual overturning of pro 
the Bureau of Internal 


Much of the procedure has 


decisions 


cedure within 
Revenue. 
been modified by the creation of the 
United States Board of Tax Appeals and 
consequent opportunity for taxpayers lo 
be heard outside the jurisdiction of the 
Commissioner before collection of addi- 
tional taxes from them. In the following 
paragraphs comment is made on some of 
the more important court decisions, on 
the changes in procedure in the Income 
lax Unit, on the activities of the Board 
of Tax Appeals, and on proposals for 
changing the now much confused situa- 
tion as to federal and state taxes upon 
inheritances or estates. 


Court Decisions 

The changes in our revenue laws are so 
rapid and so fundamental that many 
court decisions are of interest only with 
reference to the particular law under 
which they arose. However, we are con- 
tinually having decisions handed down 
which are helping us to interpret the law 
governing the income tax and are likely 
to stand in spite of modifications of the 
law. 

In the case of Jrwin vs. Gavit, decided 
by the Supreme Court of the United 
States in the spring of 1925, the funda- 





mental question as to whether an income 
tax can be imposed upon so-called income 
received by life beneficiaries of trusts 
favor of the right to 
impose the tax. It had been contended, 
and decided in the lower court, that the 
payments received by the beneficiary 


was decided in 


were gifts under the will and so not tax- 


able as income. The court took the 
broad ground that under the common 
understanding of the words of the 
statute payments received by bene- 


ficiaries were income, arising out of their 
estate in the trust, and so taxable to the 
beneficiary. 

Another case, that of Marr vs. United 
States, decided by the Supreme Court in 
June, 1925, dealt with the very im- 
portant matter of closed transactions on 
Certain taxpayers 
received in a reorganization under the 
Revenue Act of 1916 stock which was 
1) of different the stock 
given up and (2) in a new corporation 
organized in a different state. The court 
held that the new stock was sufficiently 
different property so that gain or loss 


sale of securities. 


classes from 


should be determined on receipt of it. 
This case seems to mark a tendency of 
the courts to find closed transactions on 
exchanges of securities as compared with 
the tendency of congress and the legis- 
latures to eliminate from immediate tax 
exchanges of property in the form of 
stock in reorganizations. The elaborate 
provisions of Section 203 of the Revenue 
Act of 1924 indicate the feeling of the 
country and consequently of congress 
that taxes should not be imposed on the 
mere change of corporate form without 
real change of beneficial ownership, but 
the result seems to be one which has to 
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legislation rather 
than by interpretation of the courts. 

In the case of Duffy vs. Central Rail- 
road Co. of New Jersey, decided by the 
Supreme Court in April, 1925, a funda- 
mental question as to when expenses 
may he deducted income was 
The company had 
incurred large expenses upon property 
held upon lease and the lower court per- 
mitted deduction of these expenses in 
the they incurred, 
although the leases were for 999 years. 


be accomplished by 


from 


decided. railroad 


year when were 
The decision upset all ordinary account- 
ing theories as to the spread of the 
expense. The Supreme Court laid down 
the much more comforting doctrine that 
these the 
leased property should be written off over 


costs of improvements on 
the life of the improvement, since they 
clearly would be of benefit in that period 
and would be exhausted long before the 
expiration of the leases. It seems likely 
that the recognize to an 
increasing extent the necessity of accrual 
of both income and expenditures in the 
determination of taxable income in order 
that taxable 
conform as 


courts must 


income may be made to 


nearly as is reasonably 


possible 
cedure. 

Che case of United States vs. Flannery, 
decided by the Supreme Court in April, 
1925, is interesting because it discloses 
conflicting opinion as to the use of value 
at March 1, 1913, in determining loss on 
sale of property. 


© approved accounting pro- 


As so often happens, 
legislation subsequent to the Revenue 
Act of 1918 has disposed of the question 
involved in this case by express provi- 
sion, but as to the 1918 law, there was 
much opinion, and 
lower court decisions, 


there were some 
that the basis for 
determining losses was cost or value at 
March 1, 1913, whichever was greater, 
minus selling price. The Supreme Court 
took the position that if, as already 
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decided by it, gain is limited to the excess 
of selling price over cost, regardless of 
March 1, 1913 value lower than cost, 
then deductible loss should be the excess 
of cost over selling price regardless otf 
March 1, 1913 value greater than cost. 
There good ground for 
doubting whether congress intended any 
such result in passing the Revenue Act 
of 1918, either as to gains or as to losses, 
but the Supreme Court is the final inter- 
preter of the effect of the statute. 

The courts have considered in several 
cases the jurisdiction of the United States 
Board of Tax Appeals. In the case of 
Garneau Company vs. Bowers, decided in 
the United States District Court, South- 
ern District of New York in June, 1925, 
an injunction was refused to restrain the 


seems to be 


Collector from proceeding to collect when 
an appeal was pending in the Board ot 
Tax Appeals. In the case of Lafayette 
Worsted Company vs. Page the United 
States Court, District of Rhode Island, 
recently issued an injunction against 


enforcement by the Collector of an 
assessment against which a claim for 


abatement had been filed and an appeal 
taken to the Board of Tax Appeals. The 
circumstances in this latter case were 
somewhat clearer as to the fact of there 
being no final decision of the Commis- 
sioner until after the enactment of the 
Revenue Act of 1924, and the enjoining 
of the Collector in order to give the Board 
of Tax Appeals time to function before 
the tax is collected seems in line with the 
intent of the law. 


Procedure in the Bureau of 
Internal Revenue 

One’s view as to progress in the Bureau 
of Internal Revenue in the handling of 
income and other taxes is likely to be 
colored by his shifting fortunes in par- 
ticular cases. Up to the time of the 
passage of the Revenue Act of 1924 we 























had become well accustomed to con- 
sidering the relative merits of trying to 
vet settlements in the Income Tax Unit 
and of taking appeals to the Committee. 
the 


Revenue Act of 1924, and as a result of 


However, since the passage of 
the creation of the Board of Tax Appeals, 
we have had to accustom ourselves to 
several violent changes in the procedure 
in the Unit. 

First by T. D. 3616 dated July 16, 
1924, the Committee on Appeals and 
Review was abolished but appeals to the 
Solicitor were permitted. As already 
the Solicitor’s office had been handling 
many appeals in order to help out the 
Committee on Appeals and Review, this 
did not involve any very marked change 
in procedure and the old problem of 
settling in the Unit, or appeal within the 
jurisdiction of the Commissioner, still 
remained with the new possibility, how- 
ever, of appeal to the Board of Tax 
\ppeals. But the had 
been trying out the effect of placing more 
responsibility upon the held agents for 


Commissioner 


settlement of differences with taxpayers 
and by T. D. 3708, dated May 22, 1925, 
a new line of procedure was instituted. 
This order is still in effect and we can 
now have no appeal from the Income 
fax Unit, except the appeal, outside the 
Commissioner's jurisdiction, to the 
Board of ‘Tax Appeals. 

As a part of the development of 
decentralization, objections to additional 
taxes presented to the Income Tax Unit 
are more and more being referred back 
to field agents. If the personnel of the 
field forces can be sufficiently improved, 
doubtless this plan of decentralization in 
the handling of cases under the juris- 
diction of the Commissioner, with the 
right of appeal to the Board of Tax 
Appeals always present, will in the long 
run be much more satisfactory to tax- 
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payers. However, continuous effort will 
be necessary to keep in the field men of 
real ability who will be encouraged to 
avoid any “rule of thumb” disposition 


Ol cases. 


Board of Tax Appeals 


\ very interesting process has been 
going on in the development of the work 
of the Board of Tax Appeals because of 
the nature of the jurisdiction and activ- 
ities of this Board. 
that the 


It seems to be clear 
the Board are 
endeavoring to work justice to taxpayers 


members of 


and to the government with somewhat 
more latitude than might be possible in a 
court of law. At the same time no 
orderly method of determining issues of 
fact and application of principles of law 
is likely to be discovered which will vary 
widely from the procedure in a court of 
law. ‘Technicalities in procedure do not 
arise wholly through the over anxiety of 
lawyers to distinguish themselves or to 
protect their clients. They arise in con- 
siderable measure because orderly pro- 
cedure requires rules which cannot be 
abandoned every time it appears that a 
party might get nearer what he deserves 
if the rules were waived. 

It will not be surprising if the Board of 
lax Appeals shows more and more a 
tendency to require proof before it in 
much the'same manner as would a court 
of law. This the writer 
questions the wisdom of proposals that 
have made the last 
that accountants should 
taught the laws of evidence as a part of 


being so, 


been within few 


months be 
their professional training for the purpose 
of facilitating practice before the Board 
of Tax Appeals. The laws of evidence 
and methods of presenting facts to a 
court in accord with the laws of evidence 
are something to which, for success, long 
study and experience must be given. 
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It seems wiser for accountants to recog- 
nize their dependence on the experience 
of lawyers in procedure before the Board 
of Tax Appeals. 


Inheritance Taxes 


Federal estate taxes and the effect of 
the conflict of these taxes with state 
inheritance taxes are a subject much 
before the minds of legislators and 
students of taxation. As it now stands 
the federal government through the 
estate tax is claiming large portions of 
all considerable estates. Such estates 
are also liable to tax in some form or 
other in one or several of the states. 
Indeed, it has been suggested that 
certain shares of stock might be subject 
to tax as part of the estate of a decedent 
in not less than twenty-seven states, in 
addition to federal tax. This arises 
because the different states claim the 
right to tax the passage of property by 
death on various grounds; on the ground 
that the decedent was a resident of the 
state, on the ground that the corporation 
is organized in the state or has its transfer 
office in the state, or has property in the 
state, etc. Practically, of course, the 
cases in which nearly the whole of the 
property is taken in taxes are rare, but 
the proportion taken even in moderate 
estates is a great burden on the transfer 
of property and of questionable benefit 
to the country and to the different 
states. Inheritance taxes offer an easy 
way to raise revenue and revenue too 
easily raised is freely spent by our legis- 
lators. Whether in the long run the 
country can stand the application of so 
much of its wealth to public purposes is 
a very grave question. 

The remedies suggested for the present 
confused situation are various. One 
school insists that inheritance taxes are a 
source of revenue that belongs pecu- 
liarly to the states and that the federal 
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government should cease this form of 
taxation, which was adopted in recent 
years as a war measure. Others, looking 
at the matter from the practical, or 
perhaps from the political, standpoint, 
say that the federal government cannot 
afford to give up revenue from estate 
taxes when the states are all the time 
reducing the opportunity of the federal 
government to collect income taxes by 
turning out huge quantities of bonds, 
the interest of which is not subject to 
federal income tax. Still others propose 
that the federal government should act 
as the sole collecting agency for a tax on 
passage of property by death and then 
the tax collected should be parceled out 
to the federal government and to the 
states interested, thus saving the dupli- 
cation of procedure in various states. 
Stull others urge that the remedy lies only 
in such uniformity of state legislation and 
such reciprocity between states as will 
stop the tendency of every state to grab 





whatever it can from the property of a 
decedent 

The most hopeful part of the situation 
is the earnest effort which is being given 
by taxing officials, legislators and stu- 
dents of taxation in the universities to the 
solution of the problem. In February of 
this year a conference of persons inter- 
ested was held in Washington for con- 
sideration of the matter and this month 
there will be a special conference under 
the auspices of the National Tax Asso- 
ciation. It is of real interest to our 
organization to be familiar with inher- 
itance and estate tax problems because 
so many of our clients are seeking light 
on the best disposition of their property 
with reference to taxes and so many 
plans for disposing of property by will or 
in trust may be interfered with or ruined 
by failure to consider the probable estate 
or inheritance taxes involved. 
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A Letter to a Friend on Joining the 
Staff as a Junior 


By FRANK R. MILLER 


DEAR 

Conservative Boston had become 
rather discouraging. For several days | 
had been interviewing various account- 
ing firms where the general tenor of re- 
plies to inquiries regarding employment 
had been, ‘‘We don’t know that we will 
have work enough to warrant employing 
you.” [had almost decided that the only 
way to get employment was to find a nice 
big accounting job to be done which 
could be offered to any firm which would 
employ me. 

My first visit to the offices of Lybrand, 
Ross Brothers & Montgomery was most 
satisfactory. After a short interview I 
was convinced that here was a firm which 
exemplified modern progress—optimistic, 
courteous, and expeditious in its methods. 
[ had every reason to believe that at last 
[ was dealing with those who analyzed 
general business developments. There 
was no uncertainty here as to whether 
work would be brisk or slack. I had 
finally found a firm which was not ultra- 
conservative. 

So it was with considerable elation that 
[ learned two days later that I could begin 
work with them the following week. All 
through our accounting courses you know 
how we looked forward to a broad expe- 
rience and a thorough training in practical 
work, even though we were warned of the 
severity and tediousness which a junior 
may expect during his apprenticeship. 
When I walked into the office to report 
for work I felt much as the neophyte does 
who is just starting on his initiation into 
a fraternity. I was pleasantly surprised 

—the initiation has never been forth- 
coming though the spirit of the members 


of the staff toward each other has been 
as like that of a fraternity as one could 
desire. The air of cordiality and cama- 
raderie that pervades the entire person- 
nel has been gratifying from the very first. 
The men in the staff room have intro- 
duced themselves and made me feel more 
like an equal than like a novitiate. Offers 
to help me in any work I might be doing 
or to answer any questions, and other 
evidences of a personal interest have 
often been shown. Never for a moment 
have I felt as we did the first week we 
were at the University when we were 
breaking in the little green cap. 

One is certainly given a chance here to 
show what he can do, and that fact makes 
me all the more elated that I was given a 
chance to start in a place where such a 
spirit rules. The policy in this office aims 
toward the development of accountants 
fully as much as toward the satisfactory 
accomplishment of any work which is to 
be done. The highest consideration is’ 
accorded the staff and the fact that ac- 
countants are developed and trained is 
attested by the records of the men who 
have accepted positions from clients of 
Lybrand, Ross Brothers & Montgomery. 

During the first few days I had so little 
to do that I almost envied the office boy 
his tasks. Studying the manuals of office 
routine, becoming acquainted with gen- 
eral office and field procedure, and going 
through a set of working papers and 
tracing their conversion into the operat- 
ing statement, balance sheet, and report 
gave me some idea of how work is handled 
here. A few days in the Comparing De- 
partment, reading and checking reports, 
balance sheets, and correspondence im- 
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pressed me with the absolute accuracy 
and the detailed carefulness with which 
every paper leaving the office is handled. 

The work handled here is varied and 
interesting. Annual audits testify to 
the complete satisfaction of assignments 
which the firm undertakes. Special in 
vestigations of different kinds serve to 
fill in between regular engagements. An 
investigation in progress recently, cover- 
ing a motor bus and short-line railway 
business, and the analysis of earnings, 
may well serve as a basis for future com- 
parisons in that field. The extent of the 
handled seems to be as 
varied as is the character of the work 
undertaken. One man recently returned 
from the South, another has been in the 
West Indies, and others recently went to 
Canada, on assignments from this office. 
lo be sent to any point in New England 
seems to result in no more comment than 


engagements 


if it were a mere office assignment. 
Every one is eager to help in any way 
possible and the successful completion of 
all assignments is aided by this coopera- 
tive spirit. Responsibility is given to 
each in his work and constructive criti- 
cism is as much expected from the most 
inexperienced junior as from the super- 
Nothing is standardized to the 
point when newer ideas are unwelcome. 
Originality and individuality are antici- 
pated and given full chance to show their 
worth. 
the one who always follows than by the 
one who shows he is thinking, who sub- 
mits new ideas, though the new ideas may 


visors. 


Opprobrium is earned more by 


not be accepted without some change, or 
even entirely rejected after thorough 
analysis. 

There are so many things to be learned 
here that I would be appalled were it not 
for an excellent office library, the eager 
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ness of the staff to help me, and the un- 
usually favorable opportunities here in 
Boston which make studying easier, such 
as night classes and very extensive refer- 
ence libraries so easily available. The 
firm is not at all averse to having the men 
take up such work, but rather strongly 
urges and aids all further study. Several 
of the men on the staff are studying for 
the certified public accountant examina- 
tion this fall. Next year, after you and 1 
have had some experience for a back- 
ground, we will know how it seems to be 
“bucking the books” again. But if you 
feel as I do you prefer now to put all you 
have into making good with the firm. 


Che offices here are most pleasantly ar- 
ranged and occupy an entire wing of the 
twelfth floor of the newest office building 
in Boston. The light is excellent, the air 
is good, and the planning of the floor 
space shows a thorough understanding of 
the needs of the staff. The saving of time 
and energy is so often ignored in office 
planning that it is very satisfying to work 
in surroundings which approach the ideal. 
Too often the so-called details are ig- 
nored with no thought that the work and 
even the morale of the personnel is ad- 
versely affected. A proper group morale 
must be established and maintained in 
every firm if that firm is to be successful. 
The morale of any group is so intangible 
and governed by so many factors that 
even the smallest detail can not be safely 
ignored. 


I will be glad to hear from you regard- 
ing your work in Detroit. Your impres- 
sions gained in the office of another firm 
in a different city should be quite in- 
teresting. 

Sincerely, 





























B. & 


M.JOURN 





AL 15 


A Critical Consideration of Criticisms 


By WALTER B. GIBSON 


The accountant is now at the stage 
where he looks for symptoms of disease 
in a business and endeavors to suggest 
remedies while the patient still has hope. 
Years ago he used to be content with 
autopsies, for the most part, and enjoyed 
amazingly the dissection and rearrange- 
ment of dead-and-gone trial balances. 
And, since it takes all kinds of people to 
make a world, clients used to pay him for 
it. Some clients do it still. However, 
though the remarkable advance in the 
importance of the accounting profession 
during the last decade has been due 
largely to the increasing recognition of 
the accountant as an advisor and sugges- 
tion maker, it is equally true that these 
comparatively recent functions may be 
both unwisely done and overdone. 

Accountants generally convey their 
advice, suggestions and criticisms through 
written reports, sprinkled with “your 
attention is called”’ and “we noted this 
or that”’ and “‘we suggest that this mat- 
ter might be handled thus and so.”’ The 
more suggestions, the better the report, 

-maybe! The accounting profession is 
growing ingenious at finding things; but 
before the report is sent out, enumerating 
to the client all the discoveries and con- 
clusions, it is sometimes well to apply 
two simple tests. These tests or ques- 
tions are “Why,” and “ What of it?” 

The first question is necessary to insure 
against omissions of attendant facts and 
circumstances which may help to explain 
a situation or a condition commented 
upon by the auditor. Oftentimes the 
accountant uncovers a condition which 
appears to be a ripe subject for critical 
comment in a report, only to find out, 
when he follows up the “Why,” that 
things are not so bad as they seem. 


A really worthwhile audit report re- 
cently received by a large corporation 
contained, among other comments, one 
to the effect that of the total accounts 
receivable outstanding at the end of a 
year, 70% considered doubtful. 
The report happened to be submitted to 
a banker who seized upon this statement 
as being of considerable significance, and 
explanations were demanded of the com- 
pany as to the reason for the alarming 
condition of credits and collections. 
“Why?” It developed that the business 
done by the company was on practically 
a cash basis, with weekly settlements for 
all customers, and that the total receiv- 
able balance at the end of the year repre- 
sented only a few days’ sales uncollected, 
plus doubtful accounts which had accu- 
mulated from poor-pay customers during 
the whole year. Of course, the propor- 
tion of doubtful accounts was high—if 
only the total balance outstanding was to 
be considered. Actually, the proportion 
of doubtful accounts to total sales was 
less than 1% for the year, an entirely 
creditable showing. In this case, some- 
body did not ask ‘‘Why?”’ soon enough. 

In another case, a firm of accountants 
had, for three years, made detailed audits 
of the accounts of a large trust, which 
had two million dollars invested in real 
estate, in addition to large security hold- 
ings. In the audit reports for all three 
years, attention was called to the low rate 
of net return on the real estate investment 
(less than 4%) as compared with 6% on 
amounts invested in securities. Techni- 
cally, the auditors’ duty was completed 
when they remarked the failure to earn a 
satisfactory return, but, as it proved, 
they might have gone one step further 
and inquired “ Why?”’ 


were 
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It finally appeared, after three years, 
that through inadvertence the rentals 
charged the tenants occupying the real 
estate owned by the trust had not been 
changed for a decade, and that for some 
time these rentals had ranged anywhere 
from 30 to 50% under the prevailing 
rates for similar property. These rentals 
have since been raised, but if three years 
previously the auditors had thought to 
ascertain the average per square foot 
rental and had inquired of real estate 
agents as to going rates for similar prop- 
erty, similarly located, they could have 
so advised their client as to have in- 
creased the trust income during the three 
years by something like a hundred thou- 
sand dollars. Failure to ask “‘Why” and 
to get an answer lost this accounting firm 
an unusual opportunity for service. 

An auditor once drafted a report to his 
client, the proprietor of a large automo- 
bile distributing house, which spoke 
somewhat reprovingly of the fact that 
out of the total notes receivable out- 
standing at the end of the accounting 
period, ten thousand dollars or so repre- 
sented notes of employees, and that the 
percentage of such notes had increased 
during the year. The segregation was 
also carried to the balance sheet. The 
head of the business knew that his em- 
ployees were buying cars by means of 
notes; almost all his customers bought 
them that way, and he most certainly 
preferred to have his associates and as- 
sistants buy cars from him than from 
another distributor. To him or to any- 
body else familiar with the conditions, 
there was absolutely no reason why his 
employees’ notes were not as well secured 
and in the same category as those of 
other customers. 

This particular automobile man did 
say, ““What of it?’’ when he read the 


paragraph, and his respect for the prac- 
tical common sense of his accountants 
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receded somewhat, just because they had 
allowed themselves to be entranced with 
the formula that everywhere and every 
time, and under all conditions, indebted- 
ness of employees was materially differ- 
ent in nature from the indebtedness of 
outsiders. 

Another paragraph which should have 
had ‘‘What of it?’’ marked against it 
contained the statement that the client’s 
balance sheet, as compared with that for 
the preceding year, showed an increase 
in the ratio of current assets to current 
liabilities from 12.9 to 1, to 14.2 to 1. 
To this client, secure in his financial 
position and worried not at all by bank- 
ers’ demands for a safe three-to-one ratio, 
this comparison meant only so much 
additional typing he had to pay for. 

Another instance can be cited of a 
report paragraph which allowed the gen- 
eral manager of a company to say to 
himself, ‘“‘What of it?’’ and pass on to 
the next page, even though the matter 
touched upon was of the utmost impor- 
tance. The accountant had stated briefly 
that during the seven or eight years of 
its existence, the company had set aside 
only nominal amounts for depreciation 
of its plant, on the theory that constantly 
advancing construction costs and land 
values made its property worth more 
each year instead of less. This, to the 
general manager, was merely a statement 
of his own views on depreciation, and he 
wondered why his auditor had devoted 
space to so obvious a comment. In this 
case the client needed a sound exposition 
of the fallacy of attempting to offset in- 
evitable depreciation due to passage of 
time by theoretical appreciation in mar- 
ket values which might not and probably 
never would be realized. 

The condition mentioned in the report 
was perfectly apparent to the accountant 
as potentially dangerous but there was 


(Continued on page 25) 
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Annual Conference of the New England Tax 
Officials Association 


By GEORGE W. ELWELI 


The annual conference of the New 
England Tax Officials Association was 
held in Springfield, Mass., on October 22 
and 23, 1925. 


During the past session of the Vermont 
legislature a bill was introduced to tax 
the severance of mineral deposits, upon 
a principal similar to that which has been 
attempted by Pennsylvania. ‘This bill 
was defeated but is expected to appear 
in the next legislative session. There was 
further evidence to indicate that the New 
England states are still working toward a 
more uniform method of taxing intan- 
gibles by way of the income tax. Ver- 
mont has passed a law taxing intan- 
gibles at a flat rate upon their capital] 
value. The Commissioner does not ex- 
pect that the administration of this law 
will be successful. Meanwhile there has 
been agitation in Maine for a special 
method of taxing intangibles, but nothing 
definite has been enacted thus far. The 
New Hampshire officials report that in 
the first full year of administration of the 
income tax law there was collected from 
intangibles slightly more than twice as 
much revenue as upon the capital values 
during the last year under the old system. 
In the case of New Hampshire this was 
accomplished in spite of the fact that the 
effective rate in New Hampshire is much 
less than that in Massachusetts. The 
reason is partly to be found in a reduc- 
tion of exemptions to a minimum in New 
Hampshire. 

Among the subjects which were given 
serious attention at the conference were 
the abolition of the federal estate tax, 
the granting of reciprocal exemptions to 





non-resident decedents under the inherit- 
ance laws of the various states, the gaso- 
line tax, and the problem of taxing and 
otherwise regulating interstate motor 
busses. The convention passed a resolu- 
tion urging that the federal estate tax be 
abolished. No formal action was taken 
upon any of the other subjects. 


Perhaps the most valuable contribu- 
tion to the conference was an address by 
Clifford S. Anderson, the retiring presi- 
dent of the Associated Industries of 
Massachusetts, on the subject of “In- 
dustry and Its Attitude Toward Taxa- 
tion.”’ Mr. Anderson made the following 
points: 


1. That the development of the various 
states has produced local differences in the 
matter of historical genius, with the result 
that certain states have built up systems 
for taxation and other governmental func- 
tions which are peculiarly adapted to their 
needs, and which should not be changed for 
the mere purpose of obtaining uniformity 
of taxation between the states, notwith- 
standing its desirability from other stand 
points. 

2. For these reasons it is impracticable 
in some cases to seek complete standardiza- 
tion of tax return forms, but that it is pos- 
sible to obtain much greater uniformity than 
now exists, and that in justice to the needs 
of interstate business this should be at- 
tended to. 


3. That even a poor system may be pref- 
erable to a better one if it remains stable. 
The long time commitments of corporations 
can be made only in the light of laws as they 
are now or are likely to be. It would, there- 


fore, be in the interests of economy to make 
as few radical changes in tax laws as is con- 
sonant with a sound advance. 
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The Devil on Wheels 


By Yves HENRY BUHLER 


The people of Switzerland have three 
languages: German, French and Italian 
(possibly four, if you consider Rhaetian 
or Romansch); three religions: Protes- 
tant, Catholic and Jewish; three feelings 
toward automobiles: friendly, indifferent 
and fiendish. 
divisions are as old as the country; shown 
on a map they resemble two mixed up 
picture puzzles. 
very recent. Guide books claim that it 
follows the outline of cantons (the lilliput 
ancestors of our states) but such informa- 
tion is not accurate, for districts, even 
villages, will often differ radically on the 
merit of automobiles. Broadly, the west- 
ern part of Switzerland is the more favor- 
ably inclined, the eastern part the less. 


Linguistic and religious 


The third division is 


The black sheep among all cantons is 
Graubunden includes 
the Engadine. 


Grisons) which 

A few years past Graubunden had a 
referendum. In that model republic of 
Central Europe, cantonal laws are never 
enacted until referendum has 
taken place. Bya very close margin, due 
primarily to the weight of the city vote, 
those in favor of breaking the time-hon- 
ored tradition of the horse’s monopoly 
won, and automobiles were for the first 
time allowed to enter the canton. But 
the ‘‘Noes”’ refused to consider them- 
selves beaten, and even horses made it a 
point of honor not to surrender. The 
former used stoning, the latter bronco 
methods. After a few weeks, during 


after a 


which Graubiinden was a raging caldron 
where many a motorist narrowly escaped 
injury, the law was repealed. Again, the 
shepherd boy could blow his Alpine horn 
in peace, and look down proudly on his 
dusty highways freed from the devilish 
mechanical inventions of man! 


Again, 


the drowsy cow returning from its pas- 
ture could throw a friendly wink at the 
old nag drawing the farmer’s cart, saying, 
‘This road is our domain!” 

The struggle, however, kept up. Each 
year a new referendum was taken and 
still the country ‘‘ Noes’ outvoted the 
city “Yes.” This spring, the Automobile 
Club of Switzerland waged an intensive 
campaign of so-called education to mod- 
ern ways of traveling. Shopkeepers and 
inn proprietors of more important vil- 
lages, seeing the trade benefit of addi- 
tional tourists, became centers of propa- 
ganda for the motoring cause. Finally, 
last May, with one more referendum, the 
“Yes” carried the day by a few hundred 
votes. A new law was enacted, and on 
the first of July automobiles once again 
were allowed to enter the canton between 
the hours of 8 A.M. and 9 P.M. 
Motorists, however, were warned to obey 
any local regulation which any village 
might see fit to pass, were it to prohibit 
the use of a road or even the passing 
through a village. 

* * * 

During the first week in August, a 
little over a month after the law was in 
force, my brother and I, while motoring 
through Europe, reached the boundary 
of Graubiinden. Already we had trav- 
eled through three cantons: Vaud, 
Valais and Uri, and therefore were used 
to cheers, stares or jeers from villagers; 
used to ten miles an hour speed limits 
through hamlets of half a dozen houses; 
used to two dollar fees for the privilege 
of traveling on mountain roads; used to 
the federal regulation requiring motorists 
to pass mail-passenger trucks on the side 
away from the mountain, were it the left 
or the right side of the highway; yet, as 
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we were soon to find out, we 
used to Graubiinden. 


were not 

\ brisk wind had cleared the morning 

sky as we reached the cantonal gateway 

of the Oberalp pass, 6,500 feet high. 

\fiter paying two dollars, and receiving 

| a booklet of special regulations partly in 

French, mostly in German, we started 

down the Rhine valley through Grau- 
hiinden. 


In each village old, bearded men looked 
at us with an air of mingled amazement, 
hatred and disgust; young people stared 
reproachfully; children lined up in two 
camps (according to how their fathers 
had voted) some cheering and waving 
their hands, others throwing small mis- 
siles and sticking out their tongues. To 
all we waved and shouted greetings, 

anxious to show that the ‘Devil on 
j Wheels” was not their arch-enemy. 

At noon we reached the picturesque 
town of Ilanz. Here the main highway 
divides into two branches, one rising on 
the left bank of the Rhine, and after a 
considerable detour through the moun- 
tain, regaining the valley below; the 
other branch in a more gradual climb 
following the river on the right bank, 
both meeting a short distance from Chur 
Coire), our goal. With lunch in that 
city in mind we followed the right branch. 
Gradually the Rhine disappeared from 
view into a deep gorge, while we skirted 
pine forests charging in thick formation 
of dark green masses on the side of peaks 
towering over our heads, themselves but 
sentinels of snow-clad summits higher 
above. The glory of the scene; the 
scarcity of traffic, for we had not passed 
a single motor car since Ilanz, five miles 
back; the excellence of the road, all made 
us feel delighted with the choice of the 
right bank highway. 





Pines now grew denser, broken up here 
and there by a ragged boulder standing 





IOCG 








RNAL 19 


at attention as we passed. Suddenly, a 
sharp curve discovered a workman lying 
in the grass, who at the sound of our car 
turned around, and, waving his hat, 
started shouting ‘‘ Halt!’ as if to warn 
us off. Was it the loneliness of the spot? 
The shabby, drunken-like appearance of 
the man? The thought of possible blast- 
ing in the vicinity, but of no immediate 
danger? I drove by with unslackened 
speed, waving to the man on a pretense 
of greetings. Rather did I increase speed 
during the next few miles; yet nothing 
happened, and we soon forgot the inci- 
dent. 


The highway rose further. In the cen- 
ter of the valley, the Rhine had lost itself 
into a deepcanyon whose brink was hidden 
by the heads of firs. Presently a village 
loomed in sight. Until now the appear- 
ance of our car had created a mild dis- 
turbance in every grown-up hamlet of 
Graubunden, yet the reception in this 
village was more in the nature of an up- 
roar. From every narrow side aisle chil- 
dren came running, shrieking at the top 
of their lungs “‘ Auto!” ‘ Auto!” while 
older inhabitants glaring with 
amazement. Here were white, civilized 
people, citizens of a Republic founded 
over a century before Columbus discov- 
ered America, who acted no differently 
than Central-African natives! Slowly 
we drove by these stupor stricken people. 
With great relief therefore did we see a 
few minutes later the shining white 
houses clustered around the slim grey 
church-spire on the top of the hill 
diminish at every new curve of the now 
downward zigzagging highway. 


stood 


Above, the for- 
est had lost the battle to the peaks. 
Their rocky sides came down sometimes 
in abrupt walls, sometimes in deep fur- 
rows cut by a mountain brook where still 


The valley narrowed. 


a group of undaunted pines would dog- 
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gedly cling on. Below, at the bottom of 
a dizzy chasm, the Rhine had dug a stony 
bed. Serpent-like the road followed the 
contours of the mountain. Sharp curves, 
followed by yet sharper ones made it very 
hazardous for motorists. The shrill noise 
of our horn echoing in the distance fre- 
quently broke the silence of the valley. 
Just as my brother was exclaiming with 
delight at the grandeur of the landscape, 
we saw a laborer, evidently in charge of 
the repair work on the highway, standing 
with outstretched the middle 
of our pass. A peremptory “Halt!” 
brought us to a standstill. In a manner, 
business like enough to do credit to a 
Fifth Avenue traffic officer, he demanded, 
in Swiss-German dialect, which fortun- 
ately I understood, the receipt for our ten 
francs cantonal entrance fee. A rapid 
glance at the paper, then: 


arms in 


‘Didn't you know that this was a 
prohibited highway?” 

“No, and why should we? We 
looked on the map for the shortest and 
easiest road to Chur and this is the 
one.”’ 

‘Didn't you see a sign at Ilanz?”’ 

“None whatever.” 

“There should be one.” 

‘That may be.”’ 

‘Anyhow, you received a booklet of 
special regulation at the boundary 
stating that motorists are required to 
follow the left bank from Ilanz to 
Chur.” 


We felt like saying that we had started 
reading the book in the morning but had 
not come to that part yet: Silence, how- 
ever, was wisdom. My brother asked: 

“Why is this road prohibited?”’ 


, 


“Tt is too dangerous.’ 
The man was evidently beginning to 
realize that we were as complete stran- 
gers as our French number plates indi- 
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and his manner softened. ‘I 
should take your name down, but I have 
no pencil.’” Neither my brother nor | 
volunteered help. Instead of a pencil, | 
took a two-franc piece and handed it to 
him, with an air of understanding. To 
my utter surprise he refused it, remarking 
‘Tam not allowed to accept tips,” and no 
further insistence on my part would pre- 
vail. From then on, our talk became 
friendlier. But what were we to do? 
Returning to Ilanz was out of the ques- 
tion. In the first place, we could not turn 
the car between the wall and precipice: 
in the second, Ilanz was over twelve 
miles back and the next village, Berna- 
duz, only four miles further. “If you 
reach the center of Bernaduz without 
being stopped you will be all right,” vol- 
unteered the guardian of the road, ‘for 
there, you will meet the main highway 
from Engadine which is open to auto- 
mobiles. ‘‘But,” he added, “‘ there is little 
chance of your getting by without being 
stopped and having to pay a heavy fine.” 
With anxious minds, we drove on. 


cated, 


Soon the valley broadened as we 
reached a rapidly descending straight 
stretch through the forest. With the 
spire of Bernaduz in sight our hopes rose. 
The signal horn became unnecessary, 
even dangerous; on the contrary, speed 
might be useful. As the car bolted for- 
ward at over forty miles an hour, we 
came upon a group of a dozen workmen 
peacefully eating their lunch in the grass 
beside the road. The Swiss are notable 
for their slow reaction, Graubiindener 
notable for being slower than any other 
Swiss. That fact saved us. As we tore 
by, none of the men, eating their lunch, 
grasped the meaning of the mechanical 
monster’s sudden appearance. When the 
Glanc- 
ing back I noticed through a cloud of 
dust three or four running after us fran- 


realization came, it was too late. 
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tically waving their arms, their futile 
shouts of “Halt!” rapidly dying away. 
Entering Bernaduz we had to slacken 


speed. Noon made the village seem de 
serted. Here and there a child would 
shriek ** Auto!’ shaking its little fist. 


Already we could see our isle of refuge, 
the center square, formed by our and the 
Engadine roads. Suddenly, from an inn 
lunch room which we had barely passed, 
came a roaring ‘‘Halt!’? Without a mo- 
ment’s hesitation | accelerated and glanc 
ing back as we reached the square, I saw 
an enormous man with a white napkin 
grotesquely tied around his neck and a 
sausage half in his mouth, helplessly 
watching our car disappear toward Chur. 


*x * 

“he first rubber we had won from the 
villagers of Graubiinden. 
though much 


The second, 
smaller, we lost. Two 
weeks later, within five miles of Berna- 
duz, traveling on the highway to Enga- 
dine, a local plain clothes policeman 
stopped us in the middle of his village. 
With no argument possible with his stop 
watch, we were fined two dollars 
driving nine miles an hour! The sign at 
the village entrance read ‘* Speed limit 10 
kilometers an hour.”’ (About six miles 
an hour!) We were told later that almost 
all cars passing through that village had 
been stopped and fined for the same 
offense. The country ‘‘ Noes” had been 
beaten: this was their revenge. 


for 


Midsummer in the Tropics 


Continued from page & 


with him, and stopped at his house at 
Virginia over night. For the first time, 
we saw banana plantations developed by 
the Fruit Company in the “‘bush,”’ saw 
how swamps were drained, how floods 
were circumvented by levees, etc. We 
spent all of Wednesday on the train to 
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Guatemala City with Mr. and Mrs. 
Bennett. Thursday we were at Guate- 
mala City, at the Fruit Company’s office 
there, on a shopping tour conducted by 
Mrs. Bennett and for a short ride around 
the city late in the afternoon. The city 
has an altitude of about five thousand 
feet and the climate is very comfortable. 
[t looked as if it might be the most inter- 
esting place we visited, but we couldn’t 
afford time to stop more thana day. It’s 
an old city, partially destroyed by an 
earthquake and rebuilt only a few years 
ago. Friday we spent on the train back 
to Barrios and Saturday at the account- 
ant’s office. At about nine o’clock Satur- 
day night we embarked on the launch 
Victor for Tela, Honduras. 


Arrived at Tela early Sunday morning. 
At Tela, which is a large banana division, 
we went the rounds much the same as at 
previous divisions. Of course, at each 
new division we had knowledge gained at 
previous divisions to build on and we 
went at our work from new angles. We 
left for Truxillo, Honduras, Saturday 
night on a small banana boat. 


Old Truxillo, an ancient Spanish town 
once the headquarters of pirates. Cas- 
tilla, across the bay, the headquarters of 
the Fruit Company’s banana division 
and the newest of the Fruit Company’s 
towns. We were there nearly a week and 
then set sail for home by the way of 
Havana. 


Everywhere | went, aboard ship as 
well as ashore, the excellence of the Fruit 
Company’s physical lay-out, its person- 
nel, and its operating, administrative and 
accounting methods were surpassed only 
by its hospitality. These are not empty 
words. I have never seen a smoother 
running business machine, and I couldn’t 
have been afforded more gracious hos- 
pitality. 
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spirit of cooperation and interest 
and to help in the solution of com- 
mon problems. 
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An Instrument of Mutual 
Understanding 


The partners of the firm and managers 
of offices held their annual conference 
last month. Each year they meet to dis- 
cuss administrative problems and to in- 
dulge in friendly conversation and recre 
ation. The first object of the meeting is 
the ostensible one but the 
avowedly the bond of attraction. 


second is 


It is unfortunate that we cannot have 
a convention of all the members of our 


organization. Numbers and distances 
prevent a general gathering. We can, 


however, assemble the ideas and opinions 
of all the individuals who will give ex- 
pression to their thoughts in writing. 
This function alone justifies the monthly 
reappearance of our journal. Without a 
medium of this kind for the interchange 
of personal views on matters of profes- 
sional and human interest our organiza- 
tion cannot preserve the coherence it has 
attained. Unless the men and women 
at the New York office are informed of 
the activities and attainments of the 
individuals at San Francisco, both the 
business and personal relations between 
those offices would be on an unfamiliar 
plane; and relations between any pair o! 
offices would be unsympathetic and un- 
developed for the dispatch of business 
expected of a homogeneous organization. 
It is not enough that partners and man- 
agers shall be in frequent communication 
with one another and enjoy each other’s 
friendship and confidence. Seniors and 
juniors at each office should also partici- 
pate in the exchange of ideas with the 
accountants at other offices. 

Recently offices of our firm in all parts 
of the country joined in an audit for a 
client that has many factories and 
branches. The work had to be prose- 
cuted expeditiously. The clients expected 
our certificate of the accuracy of the final 




















results. No engagement of that magni- 
tude can be handled with celerity and 
success by a group of offices if each is 
unacquainted with the practices and 
Executive 
direction from the office in charge of the 
audit, however able, cannot make up for 


capacities of the others. 


deficiencies in comprehension by staff 
members at distant offices of the aims 
and policies and methods of the firm as 
a whole. Failure at any office to perform 
the service which can reasonably be 
expected by the client and is demanded 
by the standards of our firm would retard 
the completion of the whole engagement. 

The journal is one instrument through 
which we may keep alive mutual under- 
standings between staffs of the various 
offices. 
nical subjects is the impersonal aim to 


Knowledge of policies and tech- 


be sought; the more vital aim is apprecia- 
tion of the personal capacities and as- 
pirations of the staff members. 


As more and more individuals con- 
tribute articles to the journal we extend 
of all 


knowledge and professional experience 


for the benefit the resources of 
that are stored in the minds of hundreds 
of our accountants; but further, we pro- 
mote personal interest and appreciation. 
Articles on non-technical subjects con- 
duce as much as technical ones to the 
desired end; each has its utility and there 
should be a wholesome 
range of subject matter. 
more than we have in the past in ac- 
quainting our readers with the local 
problems that confront business com- 
munities and our own offices in the dif- 
ferent cities. Enthusiastic effort devoted 


selection and 
We can do far 


to the composition of thoughtful articles 
for the journal is worth while because 
it expands the powers of the author and 
disseminates ideas to hundreds of others. 
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A Boston Office Issue 


All the articles in this number of the 
JouRNAL have been contributed by mem 
bers of our Boston office and this issue 
may therefore very properly be termed a 
Boston Orrice NuMBER. The quality 
of the material furnished by the Boston 
office comes fully up to our high expecta- 
tions. As in the case of a proven mine, 
we knew the gold was there, and it was 
just a matter of bringing it to the surface. 
One naturally expects great things along 
literary lines from that section of the 
country upon which rests the mantle of 
John Harvard and others who have been 
instrumental in making the name of New 
We 
consider this Boston office number one of 
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England a synonym for learning. 


the best ever issued by the L. 
JOURNAL. 


If there were any one article in the 
present issue which we would urge the 
members of our staff to be certain to read 
carefully, it would be Mr. Sweet’s article 
on ‘ Modified Statements Giving Effect 
to Proposed Financing.” The subject 
treated by Mr. Sweet is not only a most 
timely one, because of the considerable 
amount of industrial financing which has 
been going on for some time past, but the - 
article is very helpful because of its full 
treatment of a subject about which there 
is very little in print. Readers are in- 
vited to send in questions on any phases 
of this subject on which they desire 
further The remaining 
technical this cover 
subjects of especial interest to our organi- 
ization and the less serious articles are 
both interesting and entertaining. 


We that this the 
JouRNAL will be both an incentive and 
a challenge to our other offices to con- 
tribute matter of a high order for suc 
ceeding issues of the JOURNAL during the 
present publication year. 


information. 


articles of issue 


believe issue of 








NOTES 

On Monday, October 26, our New 
York office, in conjunction with Touche, 
Niven & Company and Homes & Davis, 
acted as hosts to the Metropolitan Con- 
trollers Association, the membership of 
which is made up principally of con- 
trollers in department or other retail 
stores in the New York metropolitan 
district. 

In the latter part of the afternoon the 
partners received callers and an oppor- 


tunity was afforded of inspecting our 


offices. At six o’clock all assembled at 
the Bankers’ Club, where dinner was 
served. The attendance numbered about 


80, and was thoroughly representative. 

After dinner, the monthly meeting ol 
the association was devoted mainly to a 
discussion of the general subject of the 
relations of controllers and public ac- 
countants. 

A member of each of the three firms of 
accountants acting as hosts welcomed the 
Mr. 
Lybrand spoke for us, emphasizing the 
mutual 


guests and opened the discussion. 


benefits of cooperation based 
upon mutual respect and mutual confi- 
dence and independence. 

Messrs. Staub, and 


were present, as well as Mr. Lybrand. 


Dumbrille Gee 
Mr. Staub pointed out the growing recog- 
nition of the advantages from contact 
and acquaintance with those in similar 
lines of work, and also made mention of 
tax problems of retailers. Mr. 
touched on the efforts of the controllers 


Gee 


congress to secure agreement on a uni- 
form invoice which would be usable in 
the various lines of business and sug- 
gested cooperation with the National 
Association of Cost Accountants, which 
has also been working on this problem. 
Mr. Bell, who has been in a sense acting 
as a liaison officer between the public 


accountants and _ controllers 


congress, 





FJ UURN A 





L 


spoke very acceptably on the advantages 
and limitations of standardization. 

Mr. J. B. Ferguson, of the firm of 
Samuel Buckley, Commissionaires, of 
London, was present, and gave a clear 
and interesting summary of business 
conditions in Great Britain and on the 
continent of Europe. 

It is to be stated that we have found 
membership in the association helpful, 
and the discussions stimulating. They 
are mainly on technical subjects, each 
monthly meeting being held at the store 
of one of the members. 

We understand that similar groups 
meet in a number of the cities where we 
have offices. About four years ago ac- 
countants admitted to associate 
membership in the Controllers Congress 
of the National Retail Dry Goods Asso- 
ciation, and we doubt not that they will 
be welcomed in other local groups as well 
as that here at New York. 


were 


The Philadelphia Chapter of the Amer- 
ican Institute of Accountants held its 
first annual meeting in the office of the 
president, Mr. Adam A. Ross, on Friday, 
October 23d. Quite a number were 
present, and the same Board of Directors 
was re-elected, consisting of Messrs. 
Adam A. Ross, Peter S. Barton, Horace 
P. Griffith, George Wilkinson, Will A. 
Clader, and R. J. Bennett. Mr. Clader 
acted as chairman in the absence of the 
president and vice-president. 

The secretary reported a membership 
of sixty-three. One member of the Chap- 
ter died during the year—Mr. Charles 
W. Walters, of Philadelphia. 

Mr. Henry C. Magee talked on the 
interests of the profession and also told 
about the doings at the Convention of 
the American Institute held in Wash- 
ington in September. 
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The Chapter decided to seek closer 
cooperation with the Pennsylvania Insti- 
tute of Certified Public Accountants. 

A Critical Consideration of 

Criticisms 
Continued from page 16 

not sufficient amplification of the point 
to enable the manager, who had only a 
working knowledge of accounting, to see 
the light, and remained un- 
changed. A few years later, bankers’ 
assistance in refinancing was refused to 
the company because profits had been 
paid out without making provision for 
depreciation, leaving a condition peril- 
ously near to impairment of capital. 

It would be possible to give other ex- 


matters 


amples of cases where accountants have 
missed a to 
of vital their re- 
ports were not critically tested before- 
hand from the viewpoint of the man on 
the receiving end. 


golden opportunity be 


assistance because 


As a safeguard, it is generally possible 
for the accountant to try out his com- 
ments and suggestions on the client or 
his representatives before incorporating 
them in a formal report. In very few 
cases is it necessary to withhold all com- 
ments from the client until the end of an 
engagement. 


Modified Statements Giving Effect 
to Proposed Financing 
Continued from page 4) 
various offices to consider his conclusions. 
Under the Illinois statute, according 
Mitchell, the entire consideration 
received by a corporation for its no-par 
shares is probably fixed capital, no part 
of which is available for dividends. The 
statutes in New York and in California, 
he believes, give incorporators the option 
of establishing the entire proceeds from 
the sale of no-par shares as fixed capital 
or of considering the amount received in 
excess of the stated capital as paid-in 


to 
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surplus available for dividends. He is 
in doubt how the Ohio statute should be 
construed. In Delaware the incorpo- 
rators may determine what part of the 
proceeds from sale of no-par stock is 
fixed capital and what part is paid-in 
surplus available for dividends. Subject 
to the limitation imposed by the statutes, 
the true ruling, Mitchell says, is ‘‘that 
whether any part of the consideration 
paid for stock without par value may be 
treated as paid-in surplus available for 
dividends is a matter of contract between 
the stockholders to be expressed in the 
certificate of incorporation or in some 
other appropriate 
action.” 


form of corporate 


A pplication of Proceeds 


The authority for application of part 
of the proceeds may be found in the con- 
tract with the bankers. The cost of ac- 
quisition of new properties to be defrayed 
out of proceeds of financing will be speci- 
fied in a contract between the corpora- 
tion and the seller. 
struction should be 
contract or 
engineers. 


The cost of new con- 
supported 
by estimates of 


by a 
reliable 
Reduction of floating debt, 
often one object of new financing, is an 
example of application not ordinarily 
covered by contract: evidence of the 
company’s intention should be covered 
by a letter from a responsible officer of 
the corporation. The amount of cash to 
be added to working capital out of the 
proceeds of financing should be confirmed 
by a letter from the company. 

When outstanding bonds or preferred 
stock are to be retired from the proceeds 
of new financing, the bond indentures or 
preferred stock provisions should be care- 
fully read to ascertain the call price and 
the date of redemption. If the date of 
redemption of the old issues is subsequent 
to the date of sale of the new securities, 
then the corporation may be put to 














26 K.B.® 





the expense of double interest; that is, 
it may pay interest for a time on both the 
old and the new securities. This excess 
interest may be partially offset by in- 
terest to be earned on funds from the new 
securities while on deposit until with- 
drawn for redemption of the old securi- 
ties. The net expense for double interest 
should be allowed for in the estimate of 
expenses of the new financing. 

Certain adjustments may be suggested 
which the accountant should not accept 
as legitimate modifications in a balance 
sheet giving effect to financing. One is 
the application of proceeds to the reduc- 
tion of current liabilities below a normal 
amount of payables. A corporation in 
active business must show at any date 
some indebtedness for unpaid purchase 
invoices, expenses and accrued items. To 
reduce current liabilities below a normal 
amount on a modified balance sheet 
would have the effect of representing a 
condition which could not exist. 

Another type of adjustment also to be 
avoided is the reduction of liabilities ac 
complished by an assumed liquidation of 
accounts receivable or other assets not 
the subject of a contract of sale. Ac- 
counts receivable of a business acquired 
may be disproportionately high, but in 
absence of enforcible guarantees the cor- 
poration which buys them has no rights, 
superior to those of any other concern, by 
which it can lay claim for early collec- 
tions. Even though the accounts receiv- 
able are good accounts judged by the 
usual tests, the corporation cannot fairly 
represent the asset on the balance sheet 
except as accounts receivable. 


Revaluation of Fixed Assets 


Independent appraisals may be ac- 
cepted by the accountant as the basis for 
revaluation of fixed assets, provided the 
corporation declares in writing its inten- 
tion to adjust the book values of the fixed 
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assets to accord with the appraisals. ‘The 
accountant should examine the report of 
the appraisers carefully to determine the 
amount of the adjustment to be made in 
book values. The appraisal may not 
cover all classes of property which the 
corporation has carried on its books as 
fixed assets, or it may not cover fixed 
properties of all branches and outlying 
stations of the corporation. On the other 
hand, the appraisal may include non- 
durable tools which the corporation may 
be carrying as inventory. 

Conceivably the book value of fixed 
assets might be less than the appraised 
value because of excessive allowances on 
the books in prior years for depreciation. 
If that be so, the write-up in book value 
to accord with the appraisal may prop- 
erly be carried to the credit of earned 
surplus. More often, however, the ap- 
praised value is higher than book value 
for two reasons: appreciation in prices 
and the fact that visible depreciation as 
observed by the appraisers is usually less 
than straight-line depreciation accumu- 
lated on the books. It is well settled 
practice, therefore, that a write-up in 
book value of fixed assets, which does not 
represent realized earnings, should be 
credited to a special surplus account en- 
titled, for example, “Surplus arising from 
revaluation of fixed assets.” If the ap- 
preciation were credited to the regular 
surplus account for undivided profits, the 
financial statement would to that extent 
be misleading. 

That is the practice to be observed if 
the same corporation is to continue the 
business with a written-up book value of 
plant. Should the plant assets, however, 
be purchased by a new corporation and 
securities issued on the basis of appraisal, 
then the question of the special surplus 
does not arise. 

It is not out of place to anticipate at 
this point what effect a revaluation of 
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hixed assets may have on future net earn- 
ings as influenced by provisions for de- 
preciation. Depreciation of property 
acquired by a new corporation should be 
reckoned on the cost of the property. If 
that cost is higher than the former book 
value, depreciation expense will be larger 


for the new corporation than it was for 


On the other 
hand, if the same corporation continues 
the business, the amount added to plant 
account by way of revaluation can be 
amortized by charges to the special sur- 
plus account and depreciation expense 
can be computed on the former book 
value. Depreciation expense chargeable 
against annual income would then be on 
a basis comparable with past allowances. 


the predecessor company. 


Surplus arising from revaluation must 
not be dissipated by charges that do not 
amortize the value added to plant ac- 
count. If charges for losses or any ex- 
traordinary expenses were made to sur- 
plus arising from revaluation, the balance 
in that account would be reduced to zero 
before all the amortization shall have 
been written off. The remaining balance 
of appreciation on the asset side could be 
later depreciated only out of income. 
Liabilities Assumed 

Acquisition of the net assets of a busi- 
ness usually involves the assumption of 
liabilities by the buyer. The purchaser, 
however, may not assume all the liabili- 
ues of the predecessor business. Mort- 
gage liability and liability for federal 
taxes for certain periods are examples of 
obligations of the seller that may not be 
taken over by the buyer. The agreement 
of purchase will specify what liabilities 
the buyer undertakes to assume. 

The contract between the corporation 
and the bankers will disclose which party 
is obligated for fees and other expenses 
incident to the flotation of securities. In 
addition to fees of appraisers, accoun- 
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tants and lawyers, financing entails ex- 
pense for engraving of certificates, state 
taxes, transfer taxes and the like; also, 
possibly, double interest, which has al- 
ready been discussed. A liability should 
be included in accounts payable on the 
modified balance sheet for the estimated 
amount of these expenses. 

The expenses for a bond issue may be 
carried as a deferred debit, subject to 
amortization over the life of the bonds, 
or they may be charged immediately to 
surplus. 


Disposition of Discounts and Premiums 
When the proceeds of new financing 
are to be applied in whole or in part to 
the retirement of a previous bond issue, 
the accountant has to pass upon the dis- 
position of premiums, if any, to be paid 
in retiring the old bonds, the balance of 
unamortized discount on the old bonds 
and the discount on the new bonds. 
Premiums on the old bonds are an imme- 
diate charge to surplus in the modified 
balance sheet: this accords with sound 
accounting practice and with the income 
tax regulations. The balance of un- 
amortized discount on the old bonds 
should likewise be considered as a charge 
to surplus for the modified balance sheet. 
Discount on the new bonds may be 
carried as a deferred debit in the modified 
balance sheet subject to amortization 
over the life of the bonds. It should be 
said that deferring and amortizing the 
new bond discount are obligatory, rather 
than permissive, if future income is to be 
charged with total actual interest which 
includes amortization of discount besides 
interest paid to the bondholders. The In- 
terstate Commerce Commission, however, 
grants to companies under its jurisdiction 
the option of carrying bond discount as 
a deferred debit in the balance sheet, 
subject to annual amortization, or charg- 
ing off the discount forthwith to surplus. 














28 B.& 


Phe objection that charging discount to 
surplus when bonds are issued overstates 
annual net income in subsequent years is 
not merely a theoretical one when the 
bond indenture provides that dividends 
shall not be paid on the common stock 
accruing sub- 
Certainly 


except out of earnings 
sequent to a specified date. 
annual earnings regulated by such pro- 
visions should, in justice to the bond- 
holders, be charged with a pro rata share 
of the bond discount. 

To say that premiums and discounts 
on old bonds should be charged to surplus 
does not settle the problem in all its 
A further question still 
answered, viz., to what 


ramifications. 
remains to be 
surplus account should the charges be 
made: to earned surplus, or to capital 
surplus, or to surplus arising from reval- 
uation of fixed assets. 

To charge premiums and discounts to 
surplus arising from revaluation from 
fixed assets would reduce the balance of 
that account below the amount of appre- 
clation in the fixed assets account. It 
has been pointed out already that ex- 
haustion of the special surplus account 
before the write-up in value has been 
entirely extinguished would shunt the 
remainder appreciation eventually into 
the income account. In effect, the result 
would be equivalent to postponing the 
writing off of the premiums or discount 
for the time being and later charging 
them to income under the guise of amor- 
tization of fixed assets. Such a practice 
is unsound and deceptive. Premiums 
and discounts should not be charged to 
surplus arising from revaluation. 

Whether premiums and discounts may 
properly be charged to capital surplus is 
a question that accountants decide in the 
negative, except when the company is 
incorporated in a state whose statutes 
beyond a doubt sanction the availability 
of capital surplus for dividends. 
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Preamble of Modified Balance Sheet 
Principle No. 4+ in the report of the 
Special Committee of the American In- 
stitute of Accountants, which is defined 
on a preceding page, is that the character 
of transactions to which effect is given 
shall be clearly disclosed on the balance 
This is a sensible requirement 
It recognizes the desirability, first, that 
the balance sheet should identify the par 
ticular plan of financing to which the 
statement gives effect and, second, that 
the balance sheet should disclose to the 
reader the nature of the modifications. 
The changes can be most conveniently 
described in a preamble at the head of 
There is no objection 


sheet. 


the balance sheet. 
to mentioning them in the certificate in- 
stead of in the preamble, except that it 
the changes be numerous the certificate 
may be too lengthy for easy reading. 

The following is an illustrative form 
of preamble: 


BALANCE SHEET 
As at October 31, 1925 


Modified to give effect to the following 
transactions: 
$5,000,000 

first mortgage 20-year gold bonds. 
b) Application of the 
above to retirement of debentures 
of the total face value of $3,000,000 
and to reduction of floating debt. 
Revaluation of fixed assets to ac- 
cord with appraisal. 


(a) Issuance for cash of 


proceeds of 


~ 


The above preamble is a comparatively 
Many plans of financing are 
too complex to be described in a few 
Preambles can be phrased pre- 
cisely and concisely only after a study of 
all the steps in the new financing and 
other transactions. Any one form can 
serve only as an illustration. The fol- 
lowing form suggests the facts to be re- 
cited when a new company is organized: 


simple one. 


words. 
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\. B. C. COMPANY 
INITIAL BALANCE SHEET 
November 1, 1925 

Giving effect as of that date to: 

1. The organization of the company. 

2. The acquisition by it of the net 
assets and business of the R. S. T. 
Company in accordance with plan 
of reorganization and agreements 
with stockholders. 

3. The sale of 2,000,000 shares of the 
company’s common stock for cash. 

+. The consummation of the various 
transactions contemplated in said 
plan and agreements. 


It is not essential that the preamble 
state the price at which the bonds are to 
he sold by the corporation to the bankers 
or the price at which the old securities 
shall be redeemed, for the issuance and 
redemption of securities necessarily entail 
discount or commission and whatever 
premium the indenture of the old securi- 
lies may prescribe. The amount by which 
the old debt is to be reduced may or may 
not be stated. A continuing corporation 
which writes up the value of its fixed 
assets at the time of financing must dis- 
close that fact. Failure to disclose the fact 
of revaluation might deceive the investor 
as to the reasons for the increase in net 
worth since the last previous statement 
of the company. 

Accountants are frequently asked to 
audit the accounts of a predecessor busi- 
ness which is to be acquired by a new 
corporation. The date of the balance 
sheet may antedate the incorporation of 
the new company; if so, it is desirable to 
state the date of incorporation of the new 
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tions either by enumeration in the certiti- 
cate or by reference to the transactions 
described in the preamble. One form oi 
certificate for a modified balance sheet 
is this: 


We have audited the accounts of The 
Western Manufacturing Company, as at 
September 30, 1925, and we hereby certify 
that, in our opinion, the above balance 
sheet correctly sets forth the financial 
position of that company as at that date 
after giving effect to the transactions above 
spec ified 


\nother form: 


We have examined the accounts of X. 4 
Z. Company and its subsidiary companies, 
including the E. F. G. Company, as at 
July 31, 1925, and the agreement dated 
September 16,1925, for the sale of $5,000,000 
first mortgage, 20-year 5'2°, gold bonds. 

We certify that the foregoing consolidated 
balance sheet, in our opinion, sets forth 
correctly the financial position of X. Y. Z. 
Company and its subsidiaries as at July 31. 
1925, after giving effect to the purchase of 
the stock of E. F. G. Company, the sale of 
$5,000,000 of said bonds and the applica- 
tion of the proceeds of such sale to the 
retirement of indebtedness and the increase 
of working capital. 


Che accountant should guard against 
a premature use of a balance sheet bear- 
ing his signed certificate. He should not 
release the balance sheet for circulation 
until after the contract between the cor- 
poration and the bankers and any other 
pertinent instruments have been exe- 
cuted, because the balance sheet in part 
depends upon that contract. In excep- 
tional cases, the bankers and officers of 
the corporation may not care to sign the 
contract until they have been furnished 
with a certified balance sheet duly signed 
by the accountant. The accountant may 


company in parenthesis directly under furnish the parties with a signed balance 


the name. 


Certificate on Modified Balance Sheet 


sheet on the written understanding that 
no public use shall be made of the state- 
ment until after the accountant has had 


The accountant’s certificate should an opportunity to examine the executed 


make direct 


reference to the modifica- contract. 

















Record of Modifications in Balance Sheet 

The transactions to which effect is 
given in a modified balance sheet should 
be recorded clearly in the accountant’s 
working papers in the form of journal 
entries. Each entry should be based 
upon a definite transaction supported by 
references to the contracts, letters and 
other authoritative sources. The journal 
entries should be carefully drawn and 
critically reviewed because they are a 
means of proving whether the balance 
sheet is correct. 


The corporation and the bankers some- 
times desire to be furnished with a state- 
ment of the modifications that have been 
sheet. 
request. The 
accountant should prepare the statement 
Below are illus- 
trative modifications that will be recog- 
nized by the accountant as signifying 
journal entries but are expressed in terms 
that may be understood readily by those 
who do not visualize business transac- 
tions as debits and credits: 


effected in the modified balance 


This is a_ reasonable 


in non-technical form. 


A liability account has 
been set up for the face 
amount of the new issue 
of first mortgage bonds 

Cash proceeds of these 
bonds to the company 
have been reckoned at 
94. $4,700,000 

Discount on these bonds 
has been reckoned at 6 


$5,000,000 


300,000 


Financing expense other 
than discount has been 
estimated at. ; 

For which a liability has 
been included in ac- 
counts payable 


100,000 


100,000 

Notes payable have been 
considered as retired to 
the extent of. 

The cash outlay required 
for that liquidation is 


1,500,000 


500,000 
3,000,000 


For a cash outlay of 

and assumption of lia- 
bilities aggregating 
the Company is to 
acquire the assets of A. 


750,000 


S@eeRN 
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B. C. Company amount 
ing to 


$3,750,000 


Supplementing the statement of modi- 
fication entries, it is desirable to prepare 
a recapitulation of the balance sheet 
accounts that are affected by two or more 
entries. The cash account, e. g., using 
the amounts in the illustrative modifica- 
tion entries above, would be recapitu- 
lated as follows: 


Cash balance as shown by 
balance sheet before 
financing 

\dd proc eeds of bond issue 


$400,000 
1,700,000 $5,100,000 


Deduct: 
Outlay to 
payable 
Outlay to acquire net 
assets of A. B. C. 


notes 


1,500,000 


retire 


Company 3,000,000 4,500,000 
Cash balance as on modi 
fied balance sheet 


$600,000 
If preferred, the modification of the 
balance sheet accounts may be shown in 
the working papers in the form of ledger 
accounts. Each such ledger account 
would begin with the amount of the 
account prior to modification and have 
the modification entries pasted thereto. 
When a company acquires the net 
assets of another business the balance 
sheet for the business taken over should 
be first set up to show the actual assets 
and liabilities as of a given date and then 
adjusted for changes giving effect to the 
sale price and elimination of any liabili- 
ties not to be assumed as specified in the 
purchase and sale agreement. The sale 
price probably will not be the same as the 
amount of book net worth and the differ- 
ence between them must be properly 
applied in the restated balance sheet. 
After that adjustment the net assets will 
appear at exactly the same amount as 
the sale price and the balance sheet will 
be in shape to be incorporated with the 
balance sheet of the purchaser. The 
modification entries affecting the pre- 

















liminary balance sheet of the seller should 
preferably be set up in a group separate 
from the modification entries that affect 
the balance sheet of the purchaser. 


Conditions of Our Certification of Earnings 
We may certify to the past earnings of 
a business for a given period, provided 
we shall have made a satisfactory audit 
of the accounts for that period to the 
date of the balance sheet and the average 
yearly earnings shall be adjusted to place 
them in consistent relation with the mod- 
ified balance sheet. The character of 
these adjustments will be explained later. 
A satisfactory audit of past earnings 
for this purpose will include at least in- 
vestigation of the inventory records at 
the beginning and end of the period, the 
meaning and composition of all the larger 
income and expense accounts, the causes 
of variations from year to year in the 
amounts of income and expense, causes 
of variations from year to year in the 
ratios of gross profit and net profit, de- 
tails of all interest received and interest 
paid accounts, details of all entries in 
surplus account, provisions for deprecia- 
tion and maintenance, and the company’s 
policy in discriminating between charges 
to capital and to expense for additions, 
replacements, renewals and repairs. 
Certain qualifications which might 
properly be attached to a certificate of 
earnings following an annual audit may 
be inappropriate in a certificate of earn- 
ings to be used for purposes of financing. 
For example, the amount of depreciation 
recognized in the books, since it is a 
matter wholly of discretion with the 
management, cannot be altered in an 
annual audit even though we may regard 
the amount as inadequate. It is accepted 
practice, therefore, if we believe that the 
amount of depreciation charged to ex- 
pense is insufficient, to certify to a yearly 
income statement subject to qualification 
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about the inadequacy of the provision for 
depreciation. A qualification of that 
sort, however, would be out of place in 
a certificate of earnings for an issue of 
bonds or stock. The accountant, there- 
fore, should compute the net earnings for 
each year after making allowances for 
depreciation which in his judgment are 
adequate, whatever the amounts charged 
for depreciation on the books. This illus- 
trates the difference in attitude which the 
accountant must observe in the audit of 
earnings for an issue of securities as con- 
trasted with the position which he will 
customarily take in the annual audit of 
a company’s income account. 

Following the audit of earnings and 
surplus the accountant should prepare a 
summary of the figures for each year. 
The following form illustrates the items 
which ordinarily should be shown sep- 
arately in such a statement: 


Sales. 
Cost of sales (exclusive of 
shown separately below). 

Gross profit. 

Selling and administrative expenses. 

Net operating profit before depreciation. 
Other income (to be suitably described and 
detailed if amounts are considerable). 
Net profit before depreciation, interest paid 

and federal income and profits taxes. 

Deduct depreciation. 

Net profit before interest paid and federal 
income and profits taxes. 

Interest paid: 

Interest on notes payable. 

Interest.on funded debt. 

Total interest paid. 

Net profit before federal income and profits 
taxes. 

F deral income and profits taxes. 

Net profit after all deductions. 

Surplus at beginning of period. 

Add: 

Extraordinary items of gain not to be 
accounted for as income likely to recur 
in future years; e. g., gain on sale of 
securities, debts forgiven, etc. 

Deduct: 

Extraordinary charges not to be ac- 
counted for as expenses likely to recur 
in future years. 

Stock dividends. 

Cash dividends—preferred. 


depreciation 








Cash dividends--common 
fotal surplus deductions. 

Surplus at end of period 

Columns for each year’s earnings, for 
the total earnings for the period, and for 
the average yearly earnings should be 
arranged on the schedule to the right of 
the above captions. 

Che mental attitude of the accountant 
should be that his real work begins after 
he has compiled the above array of figures 
He 
investigation to 
all significant 
fluctuations in revenues and expenses. 
we mean the business ten- 
alterations extensions of 
plant capacity, opening of new markets, 
control of general overhead expenses dur- 


for income, expense and_ surplus. 
should make further 
ascertain the causes of 
By ‘“‘causes”’ 


dencies, and 


ing periods of depression and other op- 
erating which 


the funda- 
mental causes of rise and fall in gross and 


factors are 
net income. 

Sales should be carefully compared 
year by year and tested to make sure 
that they are on the same basis through- 
out the period. Any transfers between 
factories and selling branches should not 
be accounted for as sales even though 
they may be so treated in the books of 
account. If the statement is a consoli- 
dated statement of a parent corporation 
and subsidiary companies, the sales be- 
tween the companies preferably should 
be eliminated so that the sales figure will 
represent only sales to outside customers. 
Modification of Earnings 

Actual earnings for a period of years 
usually have to be adjusted in order to 
place them in consistent relation with the 


modified balance sheet. It would be mis- 


leading if the earning capacity were 
represented at an amount which did not 
reflect the changes effected directly by 


re-capitalization and re-alignment of 
properties to be operated and _ invest- 


ments to be owned. 
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Past earnings should be adjusted: 

(a) Ifa part only of properties of the 
predecessor businesses are to be 
owned and operated by the con- 
tinuing business. 
If investment securities on which 
the predecessor businesses have 
earned dividends or interest are 
not to be represented by similar 
or equivalent assets in the pos- 
session of the continuing busi- 
ness. 
If the capital structure 
should alter the amount of in- 
terest to be paid by the continu- 
ing business on long term and 
floating indebtedness. 
If the amount of future annual 
charges for depreciation is to be 
materially larger than in the 
past, owing to capitalization of 
appreciation in fixed assets 
through the medium of addi- 
tional no par stock or through 
organization of a new corpora- 
tion. 


new 


If earning capacity is to be based 
on a consolidated statement of 
income, there should be a deduc- 
tion for the amount of dividends 
on any subsidiary company pre- 
ferred stock held by the public. 
If earning capacity is to be based 
on a consolidated statement of 
income, there should be a deduc- 
tion for interest on any subsid- 
iary company bonds held by the 
public and under certain condi- 
tions for the sinking fund re- 
quirements of subsidiary com- 
pany bonds. 

The above is not an inclusive list of 
possible adjustments. The accountant 
should by thorough analysis determine 
all the modifications that will fairly ad- 
just past earnings to a basis consistent 
with the new balance sheet. 
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